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SMART INSURANCE REFORM

Thursday, June 16, 2005

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE,
AND GOVERNMENT-SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:02 a.m., in
Room 2128, Rayburn House Office Building, Hon. Richard Baker
[chairman of the subcommittee] presiding.

Present: Representatives Baker, Ryun, Bachus, Manzullo, Royce,
Kelly, Ney, Fossella, Biggert, Barrett, Feeney, Hensarling, Davis of
Kentucky, Kanjorski, Moore, Israel, Clay, McCarthy, Lynch, Miller
of North Carolina, Scott, Watt, Davis of Alabama, Wasserman
Schultz, and Pomeroy.

Chairman BAKER. I would like to call this meeting of the Capital
Markets Subcommittee to order and welcome all our participants
this morning.

The committee is again revisiting a subject which we have exam-
ined over the course of literally years on many occasions, the goal
of which is to provide a regulatory system which enables creativity
and innovation in insurance product while serving the interests of
consumers in the most responsive manner possible.

The history of insurance regulation in the Nation is one of some
considerable interest to anyone who has reasons to purchase or rely
on deliverability of an insurance product, and the work of the com-
mittee specifically over the past several years has been to try to
seek out a balance of all the competitive stakeholder interests and
at the same time move toward a system which is more reflective
of free market principles.

It is difficult to understand how a very simple, straightforward
life insurance policy, which is intended to be sold nationally, will
require 54 different regulatory entities’ approval before it is per-
missible to market nationwide.

I will simply go back to comments of commissioners over the
course of the last few years. In 1999, the then-president of the Na-
tional Association of Insurance Commissioners, President Reider,
stated that regulation and regulators will have to change if they
expect to maintain relevance, admitting his own frustration in
hearing people say not just in his own department but in commis-
sion meetings that they are not going to change because they have
always done it in that way in the past. He was committed to
change.
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In the year 2000, NAIC President Nichols stated that if regula-
tion of insurers market conduct does not change, then the States’
right to regulator insurance could be lost.

In 2002, NAIC President Terri Vaughan stated, “There are many
cases where it is difficult to rationalize the different regulatory re-
quirements across States. Many of our regulatory differences are
the result of historical accident rather than a reasoned response to
differing market conditions.”

In 2004, NAIC President Ernie Csiszar stated, “The system has
outlasted its usefulness in many ways. Regulators tend to over-
regulate the trivial, such as the reams of paperwork, and under-
regulate the essentials, like solvency and corporate governance
issues.”

In an earlier committee hearing, two commissioners participated.
Michigan’s Insurance Commissioner Fitzgerald and then-Ohio
Commissioner Covington responded to a question from Chairman
Oxley, which was, “If Congress sets a goal of 3 or 4 years for
achieving comprehensive uniformity by NAIC for product approval,
do you and Mr. Fitzgerald feel confident you can meet the goal?”

Mr. Covington responded, “Chairman Oxley, I think we have got
to meet that kind of goal. As we have said before, the current sys-
tem is not good for consumers, not good for the companies. We
must meet that goal.”

Mr. Fitzgerald responded, “I agree with that, and if over the next
2 to 3 years you have not seen significant progress, I think there
is a need to have questions raised about whether we can effec-
tively, at the State level, solve problems that you have helped to
identify and that we are identifying as well.”

The disappointment is that was 4 years ago, and I think that is
the platform from which I would like to begin today. This is not
about assigning responsibility to any individual, to any organiza-
tion. It is merely the point that the Congress has been, over a pe-
riod of many years, been saying to those who are in the regulatory
business, “Let’s get this fixed.” And we have had many different
approaches to get it fixed. Unfortunately, at least in my perspec-
tive, it is still not fixed.

If the SMART Act is viewed as an inappropriate response to the
identified problems, then I am still looking for someone to place on
the table the response that is appropriate in light of all the identi-
fied concerns that most commissioners have agreed in fact do exist.

So as we go forward, we will again revisit the provisions of the
SMART Act, attempt to come to some agreeable resolution on an
approach which the committee finds advisable and hope to move
forward in the coming months with a proposal that provides the re-
lief that I think all of us agree is warranted and justified.

Mr. Moore, did you have an opening statement?

Mr. MOORE. Yes, I do. Thank you, Mr. Chairman.

Chairman Baker, I would like to thank you for holding this hear-
ing today on ways that Congress can improve and strengthen the
State-based system of insurance regulation.

And I also want to thank our witnesses who have flown in from
around the country to testify here today and the ones at the table.

I look forward to hearing from our witnesses ways in which this
committee and Congress can work together toward greater uni-
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formity in insurance regulation with the goal of modernizing regu-
lation of an industry that plays an important role in our economy
and in the daily lives of our constituents.

I also look forward to hearing from our witnesses the ways in
which NAIC is currently attempting to achieve uniformity at the
State level. I appreciate the efforts of Chairman Oxley and Chair-
man Baker to modernize insurance regulation, and while I do not
support the SMART Act as currently drafted, I think the debate
over how Congress can and should reform the State-based system
of insurance regulation is certainly worth having.

I hope that as this process moves forward, this committee will be
able to forge a compromise that will result in uniform improved
standards in the areas of market conduct, insurer and in producer
licensing and multi-State filing of life insurance forms, among oth-
ers, as well as more competitive markets for personal lines, which
will ultimately benefit our consumers.

In the area of fostering greater competition in the insurance mar-
ketplace, Mr. Chairman, I have real concerns with Title 16 of the
SMART Act, as currently drafted. The State of Kansas currently
operates under a relatively competitive file and use system for
most lines of insurance, and while greater competition and market-
based pricing would apply downward pressure on rates, total rate
deregulation could have a potentially detrimental effect on con-
sumers.

As the SMART Act process moves forward, I will continue to ex-
plore the flex rating provisions in Title 16, which would allow for
greater pricing freedom without wholly preempting the States’ abil-
ity to review rate increases or decreases.

The National Conference on Insurance Legislators has an inter-
esting flex rating model law that may be worth considering, and
the States’ experience with flex rating from Alaska to South Caro-
lina and many in between could be instructive as well.

Again, Mr. Chairman, thank you for holding this hearing, and I
look forward to hearing from our witnesses.

Chairman BAKER. I thank the gentleman for his statement.

Mr. Ryun?

Mr. RYUN. Mr. Chairman, thank you for convening this hearing.

And I want to thank all of our witnesses. I look forward to your
testimony.

Our goal in this reform process is to improve uniformity between
States but also to increase competition and improve consumer
choice.

As we move toward this goal, I am hopeful that we are able to
achieve it through existing State-based systems. I believe that our
end goal must continue to make the State systems work without
a Federal regulator.

Throughout this process, the committee has received input from
all sides of the industry, including the State insurance commis-
sioners, and I am pleased that we have a number of our commis-
sioners, both past and present, here with us today, and I would
particularly like to welcome our Kansas State insurance commis-
sioner, Sandy Praeger, whose advice I appreciate and whose input
I will continue to look forward to.
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There are certainly differences of opinion on what form this effort
should take, but there is wide consensus that improvements need
to be made. I believe that we must continue to focus on improving
uniformity between States. This will help avoid the race to the bot-
tom with companies drawn to States with less stringent laws.

Mr. Chairman, I appreciate the attention you are giving this
matter. I look forward to the hearing and our witnesses, and I yield
back my time.

Chairman BAKER. I thank the gentleman for his statement.

Mr. Scott?

Mr. ScotT. Thank you very much, Mr. Chairman. I want to first
thank you for holding another important hearing regarding the
SMART Act.

And I also want to thank the distinguished panel members and
witnesses today for their testimony on this important subject.

Efforts to streamline insurance regulation by the States have
been slow in development, and I agree with those that say that
interstate insurance products need to be treated as interstate com-
merce by our regulators. However, this is my point: I remain skep-
tical about the need for a new, large Federal bureaucracy to com-
pletely replace the current State regulatory structure we have.

Now, since Chairman Oxley and Chairman Baker have an-
nounced their road map for insurance regulatory modernization, I
have been interested in understanding the differences between the
different States’ insurance rate regulations. I look forward to a dis-
cussion today about the States that have moved toward less regula-
tion and the effects that that has on consumers.

Any legislation the committee considers must balance stream-
lined regulations for businesses with consumer protections. I will
not support any legislation that does not provide strong consumer
protection against discriminatory practices and that does not pro-
tect personal financial data and personal health data.

The States have strong regulations against discriminatory prac-
tices and anticompetitive practices, and many of these laws do not
harm overall market competition.

Thank you again, Mr. Chairman, and I yield back the balance of
my time.

Mr. ROYCE. [presiding] Thank you, Mr. Scott.

Let me begin by commending Chairman Baker but also com-
mending Chairman Oxley for their efforts to modernize the regula-
tion of our Nation’s insurance industry. I think we can all agree
that consumers of insurance products can benefit from more effi-
cient regulation, and it is clear to me that the leadership of this
committee is trying to help the marketplace for the better.

I support the intent of the SMART Act, which is to harmonize
regulatory standards of over 50 regulatory regime insurance pro-
viders, the regime that frankly every one of these providers must
face in 50 States, in 50 jurisdictions.

Let me add, though, that in addition to SMART, I believe that
this committee should also consider creating an optional Federal
charter for insurance companies. And in my view, this optional
Federal charter would improve the insurance marketplace to the
benefit of consumers.
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If we take the life insurance marketplace as an example, life
products do not share geographic characteristics that may be prev-
alent in other insurance sectors. If life insurers could go to one reg-
ulator for approval to offer their products, then insurance firms
would spend less time in negotiations with 55 different regulatory
bodies and more time developing market-friendly products.

Furthermore, fewer obstacles to entry would create a more com-
petitive market, giving consumers more choices and certainly more
choices at better prices if they did not have to go through this regu-
latory conundrum.

I have great confidence that an optional Federal charter would
drive much needed market-based reform, and frankly the consumer
gvould be the greatest beneficiary with lower costs if this were

one.

The benefits of an optional Federal charter would not be limited
to the consumer, however. As a member of the International Rela-
tions Committee, I have pressed other nations to open up their
markets to our financial services products, such as India and Korea
and countries across Africa.

Unfortunately, in many of these government-to-government nego-
tiations, the insurance sector is not well represented because there
is no Federal regulatory body with a seat at the table. Banks and
thrifts have many voices to drive pro-growth policies—the Fed, the
FDIC, the OTS, the OCC. However, the insurance industry does
not have a strong voice speaking on its behalf.

The creation of an optional Federal charter would go a long way
to solve this problem and will result in more jobs, higher wages for
thousands of employees in the insurance industry and better re-
turns for debt and equity investors.

I am a strong supporter of increasing efficiency in our insurance
marketplace. Consumers will be the greatest beneficiaries, but our
economy would also benefit.

Again, I appreciate the leadership of Chairman Oxley and Chair-
man Baker on the SMART Act, and I hope they will also entertain
the idea to create an optional Federal charter for insurers.

And at this time, let’s go to the next member in succession, that
would be Mr. Miller. No statement?

Mr. Watt, do you have an opening statement?

Mr. WATT. Thank you, Mr. Chairman. I will not take 5 minutes
or 3 minutes, whatever the time limit is.

I would just observe from my service, both on the Financial Serv-
ices Committee and the Judiciary Committee, how striking it is
that a group of people who came to power professing support for
States’ rights have just so completely and thoroughly disregarded
the notion in so many ways that I just cannot allow it to go without
mention.

I guess the reason I came to this hearing was to try to under-
stand how this or anything else in this area, as I have been trying
to understand in tort law, which throughout my lifetime had been
reserved to the States, in insurance law, in predatory lending. I
mean, the list just keeps growing and growing and growing of
areas in which people who have come into government railing
against the power of the Federal Government and talking so ag-
gressively about how they support the rights of States just think
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that States are stupid now and that they somehow have a monop-
oly on the ability to regulate everything and do it correctly.

I just do not understand it, and I mean, I keep trying in every
context in which we are given the opportunity, and I still do not
understand. Maybe some of these witnesses or the Chair or some-
body will tell me how this fits, because I do not get it. I do not get
it.

I yield back, Mr. Chairman.

Mr. ROYCE. I thank the gentleman for yielding back. I will just
point out that the Articles of Confederation did not work that well
for this Republic, so several hundred years ago we went to a sys-
tem that was federalist in nature where the Federal Government
handled—

Mr. WATT. Is this in response to my—

Mr. ROYCE. I am just continuing my remarks, taking the oppor-
tunity since the gentleman yielded back.

Mr. WATT. I thought you had already made your remarks.

Mr. Royck. Well, I am using up the remainder of my 5 minutes
just explaining that in other areas of commerce this has worked
out fairly well, but there was a reason why we gave up on the Arti-
cles of Confederation and why we found that interstate commerce
was very efficient when handled at the Federal level.

And with that said, let me move to Mr. Ney of Ohio for his open-
ing remarks.

Mr. NEY. Thank you, Mr. Chairman.

I want to thank Chairman Baker for holding the hearing today.

Personally, I will be in and out at some meetings, but I intend
to come back and also look over the testimony, because I think it
is important. Also, I think your testimony today will be interesting,
as some of these are former commissioners, of course. Lee Cov-
ington is here, who was our commissioner in Ohio.

When I was in the State senate, I chaired the Insurance and
Banking Committee. That is what we called it, Insurance and
Banking. At that time, back in Ohio, it was said that if interstate
banking came to the State of Ohio, it would completely finish the
State off, and how dare there be a concept of interstate banking.
A lot of things have changed, a lot of things have blended.

But I will give an observation at that time in the State senate,
up to 1994 when I left there, whether it was Dick Celeste as Gov-
ernor, with his insurance commissioner, or after that, Voinovich, or
even before that, Jim Rhodes, when he was Governor, Democrat or
Republican, the insurance commissioners would come to us and
their staff and they would say, “This is what has happened.” The
National Association of Insurance Commissioners and States would
start to fall in line to conform to some Federal policies of adopted
provisions. I thought that worked pretty good.

I am not sure, and this is not a dispersion on individuals or any-
thing, I am just not sure that that has happened in the recent past.

Ann Benjamin, our insurance commissioner, comes and talks to
us regularly. I think she does a great job, as I think Lee did in our
State. I think we have had a good, well-run State. But as I told
Ann, if there are internal disputes there where something is not
working right today, that is not going to cut it here on Capitol Hill,
and it will lead to questions about should we have this type of leg-
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islation. I do not pretend to know this legislation backwards or for-
wards, but I give Chairman Baker and Chairman Oxley credit for
introducing this to get the subject laid out on the table. Some peo-
ple want an optional Federal charter.

The only thing I would warn, though, because I remember with
the insurance agents and different groups, when they came to talk
to you in the legislature, you had to raise your hand and say, “I
swear to the McCarran and Ferguson principles,” and then you
could have a decent conversation. So things change.

But the one thing I would throw out there, and it has got to be
thought well through, this is just not an easy piece of legislation
or law to look at. If you have a Federal entity and this Federal en-
tity is created and something does not go right and we create an-
other Federal entity and hire more staff and they become the regu-
lators, and then everybody runs to Capitol Hill saying, “We just
had a Federal rule proposed and we hate that and let’s go fight it,”
sometimes people will get what maybe they wish for. And I just
think as the process goes, that we just have to consider the States’
end of it but also consider how this would be pieced together, will
it really work?

So I am up in the air on some things, but I think your testimony
will be valuable today to take a good look at maybe what has went
right and what has went wrong in putting this together nationally
through the States.

Thank you, Mr. Chairman.

Mr. RoycE. Thank you, Mr. Ney.

The ranking member, Mr. Kanjorski, of Pennsylvania.

Mr. KANJORSKI. Thank you, Mr. Chairman.

We return this morning to a topic that we have often discussed
in recent years, the need for insurance regulatory reform. No mat-
ter what side one takes in this long-standing debate on regulatory
efficiency, it has become clear to me that this is no longer a ques-
tion of whether we should reform insurance regulation in the
United States; instead, it has become a question of how we should
reform insurance regulation.

As you know, Mr. Chairman, we have begun to develop a grow-
ing consensus in the Congress about a need to improve insurance
regulation. In an attempt to advance these efforts, you have also
crafted a lengthy and complex outline for achieving regulatory re-
form in the insurance industry. This evolving proposal has, at best,
received lukewarm support from many of the parties to which I
have spoken about the draft reform plan.

Many participants in the insurance community have also ex-
pressed strong reservations and deep concerns about this plan. For
example, the North Dakota legislature has passed a resolution in-
dicating that the proposal would “impair, erode and limit the abil-
ity of State governments to regulate the business of insurance.”

A committee in the Ohio assembly has also urged us to oppose
the plan. In addition, the National Association of Realtors has ex-
pressed its opposition to efforts to impose “a system of mandatory,
uniform national standards for personal and commercial property
insurance.”

Moreover, the consumer groups have determined that the sweep-
ing proposal would override important State consumer protection
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laws, sanction anticompetitive practices by insurance companies
and incite State regulators to further weaken insurance oversight.

After expending considerable time and effort studying these mat-
ters, Mr. Chairman, the National Association of Insurance Commis-
sioners have raised their own concerns about your proposal to re-
form insurance regulation. I am therefore very pleased that we will
have before us today the leader of this venerable organization.
Diane Koken is a savvy and confident overseer of Pennsylvania’s
insurance markets. Because she has also served under Republican
and Democratic governors, she can offer us a bipartisan perspective
on insurance regulatory reform.

During our previous hearings on insurance reform, we have re-
ceived extensive testimony from many witnesses advocating the
creation of an optional Federal charter.

Mr. Chairman, although your evolving plan still does not address
this important issue, the consensus for creating such a charter con-
tinues to grow. Rather than overlaying the Federal bureaucracy on
top of State regulation, an optional Federal charter would, in my
view, create a sensible, separate and streamlined regulatory sys-
tem. Such a dual oversight has worked generally well in the bank-
ing industry for many decades, and we should now consider apply-
ing it to the insurance industry as well.

Moreover, because of its standardized products and nationwide
marketplace, the life insurance industry, from my perspective, is
particularly ready for the adoption of an optional Federal charter.

While the issue of insurance regulatory reform is an important
one, I am very disappointed that we are meeting on a bill that has
yet to be introduced, for which there is no pressing need before re-
solving the critical issue of extending the Terrorist Risk Insurance
Act.

After tomorrow, we will have just 9 weeks remaining on the offi-
cial legislative calendar for this session. The Federal backstop to
provide economic stability for American workers and businesses,
however, will expire at the end of this year. We need, therefore, to
move expeditiously on matters of the greatest importance.

We need to improve the Financial Services Committee legislation
to extend this important program. We need to write a report. We
then need to pass the bill on the House floor. We also may need
to work to resolve any differences with the Senate’s version of the
legislation to extend the program. The time is short, we need to act
now to extend the Terrorism Risk Insurance Act.

In closing, Mr. Chairman, I commend you for continuing to focus
our committee on issues of insurance regulation. I also hope, how-
ever, that we will henceforth get our priorities in order and resolve
the issue of extending the Terrorism Risk Insurance Act as quickly
as possible. These are important discussions for us to have and im-
portant matters for us to resolve.

Thank you.

[The prepared statement of Mr. Kanjorski can be found on page
60 of the appendix.]

Mr. RoycE. Thank you, Mr. Kanjorski.

We will go to Mr. Hensarling from Texas.

Mr. HENSARLING. Thank you, Mr. Chairman.
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And I certainly want to thank Chairman Baker for his hard work
on this issue that is very important to American consumers.

I believe the best and most effective consumer protection is al-
ways going to be a competitive marketplace. That is where I be-
lieve we should concentrate our legislative efforts. That is why I
am very glad to see that the SMART Act draft takes a number of
serious steps to make our insurance markets more competitive and
thus more consumer friendly.

History, hundreds of years of history and including recent history
shows us that competition works. In the not-too-distant past in our
Nation’s history, the airline trucking industry, long distance indus-
try, natural gas industry, to name a few, were all heavily regu-
lated. Many had barriers to entry, all had some facet of price con-
trols. And yet we finally came to a more enlightened view, and as
a Nation, as we deregulated these industries, real prices fell 15 to
40 percent in a 2- to 5-year period.

And so I think we need to look at history as our guide. It shows
us that in order to get to a point of effective competition in the in-
surance industry, we have got to carefully examine what has been
limiting choice and driving up costs for consumers. I believe one of
the most important factors is, quite simply, price controls.

And, certainly, I believe the evidence continues to mount that
consumers living in States with minimal or no price controls pay
significantly less for most types of insurance than do consumers re-
siding in States with significant price controls. These consumers
have experienced firsthand the benefits of a deregulated insurance
system, so it is important that we look to these States as models
when considering any type of regulatory reform.

I am particularly looking forward to the testimony of Mr.
Shapo—did I pronounce your name right? Shapo. I am particularly
looking forward to Mr. Shapo’s testimony in regard to the Illinois
experience, which I think will be quite instructive.

And, so, again, Mr. Chairman, I look forward to working with all
my colleagues in doing something that can make insurance more
affordable for the vast majority of Americans.

And with that, I yield back my time.

Mr. RoycE. Thank you.

Mrs. McCarthy of New York, do you have an opening statement?

Mrs. McCARTHY. Thank you, Mr. Chairman. No, I will wait for
listening to the witnesses and then ask my questions. Thank you.

Mr. RoYCE. Thank you. We will go to Ms. Sue Kelly of New York.

Mrs. KELLY. Thank you, Mr. Chairman.

The McCarran-Ferguson Act enshrined the principle of State reg-
ulation of our national insurance market. State regulation of insur-
ance insured that customers received the best protection and that
developers of insurance products were meeting the needs of all con-
sumers in the market.

In the 60 years since the McCarran-Ferguson Act was passed, fi-
nancial markets have changed immensely, and competition within
the insurance industry and between insurers, banks, and securities
firms has become really fierce.

While national and international standards exist, the emerging
insurance retains the same regulatory patterns, unfortunately.
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Several years ago, this committee took the lead in passing
NARAB to encourage States to adopt a uniform licensing standard
or face a National Association of Retail Agents and Brokers. And
we wrote that bill so that we would encourage the industry to po-
lice itself. The measure has worked to bring the States together but
has not eliminated duplicate regulation, and it is not finished.

I support States’ rights, and I oppose Federal preemption of
States. Consumers, however, are the ones who are harmed by the
inability of the insurance industry to compete nationwide on finan-
cial products. The sick and the elderly need access to new products
that recognize changes in medicine and retirement savings. Home-
owners and small businesses need new products to match their
growth in equity and opportunity.

I urge the current and former commissioners who are present
here to work with each other, to work with the industry and to
work with this committee to develop an insurance market for the
21st century. We are not there yet.

I also want to note that TRIA, the Terrorism Risk Insurance Act,
expires at the end of this year. Millions of policyholders around the
country are already being notified that their terrorism insurance
will not be available for them next year if this Congress does not
act. Our economy cannot afford to be slowed down by the fear of
loss from terrorism. We must have terrorism insurance, and it
must be available, and it must be available soon.

I am pleased to see that New York’s former insurance commis-
sioner, Greg Serio is here. He has been a tireless advocate for TRIA
and for insurance consumers in New York nationwide. I look for-
ward to hearing from him, and I look forward to hearing from all
of the witnesses here today.

Thank you.

Mr. RoYCE. Thank you, Ms. Kelly.

Now we will go to our testimony from our panel of witnesses. We
thank them for joining us today.

We are going to hear first from Mike Pickens, testifying as the
former State insurance commissioner, Arkansas Department of In-
surance; and then Greg Serio, testifying as the former super-
intendent of insurance, New York State Insurance Department;
Lee Covington, testifying as the former director of the Ohio Depart-
ment of Insurance; Nat Shapo, testifying as the former director of
the Illinois Department of Insurance; Diana Koken, Pennsylvania
Insurance commissioner, testifying as president of the National As-
sociation of Insurance Commissioners; and Ed Muhl, testifying as
the former insurance commissioner of Maryland and the former su-
perintendent of insurance for New York State Insurance Depart-
ment.

We will start with Mike Pickens.

STATEMENT OF J. MICHAEL PICKENS, TESTIFYING AS THE
FORMER STATE INSURANCE COMMISSIONER, ARKANSAS DE-
PARTMENT OF INSURANCE

Mr. PicKENS. Mr. Chairman, ranking member and committee
members, thank you once again for this opportunity to testify on
the important issue of insurance regulatory reform.
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I want to take this opportunity to commend the chairman and all
the committee members on your continued interest in and enlight-
ened progressive work on this important issue. This is an issue
that is vital to all of us who are insurance consumers, to our finan-
cial services marketplace, and to the United States economy.

It is consumers, not the insurance industry, who bear the bur-
dens and pay the costs when regulation is ineffective and when
regulation is inefficient. This issue of regulatory modernization is
not about deregulation, it is about better consumer protection, it is
about more competition, and it is about better products and better
prices for consumers.

When I was NAIC president in 2003, our membership, which in-
cluded at that time some 22 brand new chief regulators, made it
clear they wanted the NAIC to have a strong, credible voice in
Washington, D.C. That is why we created a Governmental Affairs
Committee, we created the State-based ASSURE initiative, and we
hired Washington insiders to help us educate Congress about our
issues.

At that time, as now, State regulators were faced with essen-
tially three options. Number one, we could develop our own mod-
ernization plan and get it passed in each State, one State at a time.
We could engage the House Financial Services Committee and the
subcommittee and provide technical expertise and input on the
Federal tools of the SMART approach where the threat of preemp-
tion could be used as both a carrot and a stick to help expedite nec-
essary and appropriate State-based reforms. Or we could do noth-
ing and confront the very real possibility of the creation of a so-
called optional Federal charter, which would result in total pre-
emption and the total loss of all State authority.

Wisely, in 2003, our membership chose options one and two. We
met in Austin, Texas, and we pounded out our plan, which we enti-
tled, “A Reinforced Commitment Insurance Regulatory Moderniza-
tion Action Plan.” We also began to work hard implementing this
plan in each and every State in the country. And, in addition, we
began working to develop a relationship based on credibility, trust
and technical expertise with Members of Congress.

It is in this spirit of consumer protection, reform, credibility and
trust that I began working with this committee when I became an
NAIC officer. It is also in this spirit that I and others were asked
earlier this year to work with committee staff in providing objec-
tive, expert input on the SMART initiative.

Now, let’s give credit where credit is due. State regulators, work-
ing through the NAIC, have in fact made some progressive
progress in implementing the 2003 action plan and their 2004 road
map. They have worked hard, and they have made significant
progress in bringing about uniformity of laws and administrative
and regulatory processes in the areas of producer and company li-
censing, making better products available to consumers just as
quickly as possible and working to protect consumers from fraud in
areas like viatical sales and sales of insurance policies on military
bases. And where appropriate, State regulators have provided their
expertise to Congress on Sarbanes-Oxley, the Terrorism Risk In-
surance Act, the U.S.A. Patriot Act, asbestos, civil justice and med-
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ical malpractice reform and international insurance issues, among
a host of others.

Still, as hard as they are working, State regulators are somewhat
limited in how much they themselves can do to pass needed laws
and implement what I think we all agree are long overdue reforms.
State regulators must have the help and support of their governors
and their legislators to implement the reforms.

However, in far too many States, and all of us have seen this,
when budget gets tight, State regulators see their consumer trust
funds raided for other purposes, their programs are frozen or they
are cut, their legislation gets caught up in the politics of the mo-
ment, whatever that may be, and some of their most experienced
personnel leave State government for the perceived greener pas-
tures of the private sector. Reforms get stalled, they languish, and
are eventually pushed aside.

This is not in the best interest of our consumers or of our insur-
ance markets. Regardless of how hard they work, State regulators
cannot do the job alone, and they need your help and support.

Now, I am a strong supporter of State insurance regulation, and
that is why I have been willing, and I appreciate the committee
asking me to engage and work with the committee on the SMART
approach. I want to make it very clear today that I am opposed to
Federal preemption of State insurance laws, but it must be noted,
under the SMART approach, preemption need never occur.

SMART does not use preemption but rather it uses the threat of
preemption to help State regulators overcome the political and
other obstacles that exist in some States so that they can in fact
implement, enforce, and continue to regulate the reforms that they
already have promised under our 2003 action plan and the 2004
road map. Honestly, I see SMART as an opportunity for State regu-
lation, not as a threat.

Gramm-Leach-Bliley required States to develop and implement
producer licensing reforms, and as Representative Kelly mentioned,
if this was not done within a specified period of time, State regu-
lators would lose their authority to a newly created Orwellian-
sounding Federal agency—the National Association of Registered
Agents and Brokers. How did the States respond to this threat of
preemption? They set an NAIC speed record in creating a model
law and getting it passed and implemented in all the States, in-
cluding the largest markets in the country.

Similarly, following a rash of high-profile insolvencies in the late
1980’s and 1990’s, Representative Dingell of Michigan encouraged,
and I use that word kindly, encouraged State regulators to reform
or to be eaten alive by the Federal Government. State regulators
responded affirmatively and developed the NAIC Financial Sol-
vency Accreditation Program. So this approach that is used under
SMART has been used in the past, and State regulators have re-
sponded positively.

You know, it is said that the greatest champions respond to the
greatest challenges. They rise to the occasion, they work best and
they deliver the most when the stakes are the highest. In my book,
State insurance regulators are in fact great champions who will, as
they have always done, respond courageously and prove to be vic-
torious when the chips are down.
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But from my objective perspective, they need your support and
your help, and SMART just may—just may—be the tool State regu-
lators need to help expedite promised reforms in the State.

Thank you for this opportunity to work with you on this initia-
tive, and I look forward to answering your questions.

[The prepared statement of Mr. Pickens can be found on page
127 of the appendix.]

Chairman BAKER. Thank you very much, sir. I appreciate your
good statement.

Next witness is Mr. Gregory V. Serio, former superintendent,
New York State Insurance Department.

STATEMENT OF GREGORY V. SERIO, TESTIFYING AS THE
FORMER SUPERINTENDENT OF INSURANCE, NEW YORK
STATE INSURANCE DEPARTMENT

Mr. SER1IO0. Good morning, Mr. Chairman and members of the
subcommittee.

Modernizing insurance regulation is a multifaceted undertaking,
comprising the dual tasks of updating both insurance statutory
standards as well as insurance regulatory standards, in addition to
monitoring case law developments that also serves a role in the ev-
olutionary process of the law.

Insurance regulators and legislators both saw the need for mod-
ernization as a matter of culture rather than as a static event, and
their representative groups—the NAIC, the National Conference of
State Legislatures and the National Conference of Insurance Legis-
lators—undertook a series of initiatives over the past 5 years to
help construct a coordinated approach to insurance reform.

Key to that effort was the creation of a productive dialogue with
key members and committees in Congress, this subcommittee and
you, Mr. Chairman, and your members, chief among them, to forge
a consensus on the key areas needing reform and the best way to
achieve these mutually desirable goals.

The underlying common thread among all the players, both Fed-
eral and State, in the early stages of the insurance reform dialogue
was to avoid replication of the awkward dynamics of the discus-
sions leading up to the passage of the Gramm-Leach-Bliley legisla-
tion where it is universally agreed that State insurance, legislative
and regulatory community members, did not have an effective voice
in that process.

Having a seat at the table, as they say, and, more importantly,
a voice that would and could be heard, was a critical condition
precedent to engaging in any discussion on insurance moderniza-
tion.

Equally well understood, however, was that seats at the table
had to be earned by a willingness to compromise for the larger good
of meaningful insurance reform. Quality of the insurance reform
being considered in these early discussions was measured by the
same standard that is still being applied to the current delibera-
tion: Can adequate uniformity in laws and regulations be achieved
so as to be able to justify the continued support of the State-based
system of regulation?

Uniformity was, and continues to be, the gold standard for meas-
uring effective modernization of State insurance regulation, but it
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also has proven to be a far more elusive goal than many had
thought. Perhaps it is because some did not realize that the quest
for uniformity within a State-based system would still require some
States to shed some individual autonomy. Perhaps it is because
some erroneously thought that uniformity would mean deregula-
tion when it clearly does not. Or perhaps it is because at the end
of the day there may not be the same level of commitment to mod-
ernization of insurance policy and practice, as many had originally
thought.

The ongoing dialogue between public policymakers and regu-
lators must continue to focus on the issue of uniformity if we are
to assure that laws keep pace with the rapidly changing dynamics
of the domestic and international insurance market.

Uniformity is also a crucial element to the public’s better under-
standing of insurance, how it works and what they can expect and
should expect from it. In the mobile society we live in today, the
public should have reasonable expectations that the rules applied
in one jurisdiction are reasonably similar to those in another juris-
diction and that they are not forsaking adequate insurance regu-
latory protection simply because they are moving from point A to
point B.

Uniformity also allows regulators to more smoothly and effec-
tively join in joint regulatory actions with less concern for nuances
from one State to another that could undermine or complicate a
multistate market conduct or financial examination.

Indeed, uniformity would seemingly be the regulators’ friend, al-
lowing them to focus on examination, enforcement and consumer
protection activities and the enemy of the unscrupulous market
player who arbitrages the vast variety and the bodies of law and
regulatory environments by opportunizing inconsistency in those
State laws for mischievous purposes.

It would be unfortunate if the efforts to have regulatory mod-
ernization were hampered or stalled because of the inability to
achieve consensus on uniformity of standards in certain critical
areas. Inability to gain agreement on uniformity would also under-
mine all that which has occurred up to this point in time in the
name of uniformity.

The NAIC’s accreditation program, the many model laws and
regulations promulgated by the NAIC and NCOIL, the successful
implementation of the Gramm-Leach-Bliley functional regulation of
financial holding companies by both Federal and State authorities
and now the SMART legislative model put forward by the House
Financial Services Committee are all examples of efforts taken in-
dividually and jointly by these entities to pursue greater uniformity
in the statutory basis of State insurance regulation.

Most notably, the insurance industry compact, now passed by
more than 15 States, a concept embraced by the NAIC and exe-
cuted by the NAIC, first championed by NCOIL so many years ago
and included within the SMART draft, provides a structural frame-
work for assuring uniformity across the spectrum of issues over the
long term.

To promote the concept of uniformity as the keystone to insur-
ance regulatory modernization, the NAIC issued last year its road
map for regulatory improvements to serve as a complementary doc-
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ument to Chairman Oxley’s vision for improvement of the State-
based system of insurance regulation, as he laid it out to the NAIC
at its spring 2004 national meeting.

Identifying points of consensus and earmarking points of dis-
agreement allowed all participating in the working dialogue to find
areas of agreement quickly on the so-called low-hanging fruit and
to concentrate our efforts on the more specific questions before us.
Indeed, the NAIC in its vision statement expanded the perspective
of the chairman’s view, at his invitation, I should say, by including
provisions of greater financial surveillance and holding company
oversight, two issues that have taken on even greater importance
given the events of the past several months.

The two road maps were and are not competing documents. They
were and are the basis upon which consensus on national stand-
ards can be built. The SMART bill, as currently drafted, is a wor-
thy progeny of the original road map initiative. It contains many
provisions that were originally in the NAIC vision statement. The
SMART dialogue does not presume that the SMART draft will be
the final word on any issue, as serious discussion still needs to be
had on issues like rate regulation, the national partnership, and
preemption powers. And State insurance regulators need to know
that they are gaining the tools they need to effectively regulate the
business of insurance in a new world order.

From the mutually constructive beginnings of these discussions
and the valuable work products that have come from the open dia-
logue that has been the hallmark of this public policy undertaking,
though there has been some erosion in the trust and confidence of
all players with respect to that joint commitment to see this proc-
ess through to what was once the articulated goal of all involved,
to modernize State insurance regulation in a manner that benefits
both insurance consumers and industry participants.

Consequently, those who would prefer a more radical reform of
insurance regulation or those who envision a weakening of insur-
ance regulation in the name of reform now see new life being
breathed into their efforts largely on the strength of the notion that
those who prefer to improve State-based regulation are now a camp
divided.

Uniformity of laws and regulation will allow the State-based sys-
tem of regulation to become more effective and efficient in its en-
forcement of the law, as already noted. It will also allow the indus-
try’s own efforts to improve regulatory compliance, internal con-
trols and corporate governance to be more effective.

The self-regulatory mechanism model now in place in the securi-
ties market and embodied in the NAIC can be greatly replicated
and enhanced in the insurance sector with greater uniformity of
laws and transparency of regulatory processes.

Organizations like the Insurance Marketplace Standards Asso-
ciation, once challenged by the regulators to provide greater disclo-
sure of information and transparency in their processes, has shown
that self-regulatory bodies can thrive in insurance and even
achieve greater regulatory efficiencies for its companies, as we have
seen in New York, Texas, Massachusetts and now incorporated into
the NAIC Market Examiners Handbook, accepting IMSA work
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product and analyses in the planning and execution of market con-
duct exams.

Greater uniformity in laws and regulation can and will make
self-regulatory and best practices organizations like IMSA even
more effective at promoting good market conduct by insurers and
better at integrating their activities into the standard regulatory
process.

Uniformity, where applied, has paid dividends. In producer li-
censing, the flow of information between the States has given the
United States for the first time a real national system of agent li-
censing regulation. At the same time, it has also made it infinitely
easier for agents to expand beyond the borders of their space, cre-
ating a far more dynamic insurance marketplace.

The leveraging of technology by State insurance departments in
this new regulatory paradigm has made life for agents and regu-
lators even better. In product development, as seen in the con-
centration of efforts on life products in the Interstate Compact Ini-
tiative, and in the speed to market advancements made in New
York, Ohio and elsewhere, real benefits in uniformity of process
and policy are being realized.

Uniformity of laws, regulation and processes has been the stated
goal of the NAIC since its origin over 130 years ago. It has been
true to the quest and has made particularly impressive strides over
the past 5 years from its statement of intent to its reinforced com-
mitment to modernization, to the road map, to the passage of inter-
state compact legislation and producer licensing initiatives and
other uniform standards.

Its members also know that modernization of regulation and the
uniformity upon which it is based is very much a process and not
an event. Changes will be necessary from time to time, and the ebb
and flow of negotiation and compromise will always benefit all par-
ties in the long run even if it seems that one side is giving more
than the other at any given moment.

Maintaining the long-term perspective of preserving the State-
based system of insurance regulation, not simply because it is the
historical method of regulation but because it is the system best
suited to meet the demands of a changing world, will be all the mo-
tivation that regulators to understand and embrace the give and
take of the SMART deliberative process.

The Congress will also understand that it stands within the best
position when it works with the States in a cooperative venture to
improve the State-based system rather than substituting a new
Federal regulatory body for a regulatory system that already works
quite well and is poised to be even better with greater uniformity
of policy and process.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Serio can be found on page 134
of the appendix.]

Chairman BAKER. Thank you very much, sir.

Our next witness is Mr. Lee Covington, testifying as a former di-
rector, Ohio Department of Insurance.

Welcome.



17

STATEMENT OF LEE COVINGTON, TESTIFYING AS THE
FORMER DIRECTOR, OHIO DEPARTMENT OF INSURANCE

Mr. CovINGTON. Thank you, Mr. Chairman.

Mr. Chairman, Chairman Oxley, ranking member, members of
the committee, I thank you for the invitation to testify before your
fc‘ommi‘ctee today on the important issue of insurance regulatory re-

orm.

First, Mr. Chairman, I want to express my deep appreciation for
your past courtesies to me during my service as Ohio insurance di-
rector and the outstanding support and working relationship I had
with you and your tremendous staff on a number of very important
pieces of legislation. It is very good to be with you again today.

I have had the pleasure of working with the committee during
the development of SMART, providing high-level policy and struc-
tural insights and technical assistance on specific issues addressed
in SMART. I appreciate the opportunity to work with you to ensure
consumers have the necessary regulatory protections, consumer
choice, and competitive markets inuring to their benefit as well as
assuring a reasonable regulatory environment for companies and
agents delivering vital insurance products and services to policy-
holders.

During the past 5 years, since adoption of the NAIC’s statement
of intent, the NAIC, NCOIL, NCSL have all had great leadership,
including one of the very best, my good friend, Commissioner Diane
Koken, current NAIC president. Each organization has had an un-
precedented level of commitment, focus, work, and energy through-
out this time period, and their current and past efforts are really
remarkable.

Significant progress has been made on a number of initiatives
contained in the original statement of intent, as outlined in my
written testimony, including operationalizing the national insur-
ance producer registry and enhancing and deploying SERF under
the strong leadership of Alabama Commissioner Walter Bell, who
is with us today.

For very understandable reasons, other initiatives have been
slower in development and implementation, and the effectiveness of
some initiatives, as currently operationalized, remains unclear. For
example, the NAIC-NCOIL market conduct surveillance model law
was approved 4 years after the adoption of the statement of intent
in 2000, and to my knowledge, only one State has adopted any
version of that model to date.

And the property and casualty commercial rates and foreign pol-
icy model law, adopted in 2002, which incorporates a competitive
rating system for most commercial lines insurance, based on actu-
arially sound principles, has not been adopted, and to my knowl-
edge, has not been introduced in any State in the country.

After all the efforts to institute regulatory reforms over the past
5 years, regulators, legislators and other stakeholders widely recog-
nize the challenges and obstacles to achieving reform, which in-
cludes most significantly the collective action issue.

The development of model laws and initiatives through the
NAIC’s extensive committee and consensus process takes substan-
tial time, something all of your members have experienced here in
Congress, I am sure, and in the end, the NAIC has no authority
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to pass model laws, and the challenge of seeking adoption by indi-
vidual State legislators is substantial, even with the strong support
and work of NCOIL and NCSL.

And, also, another challenge is the continued proliferation of un-
written rules, known by most as “desk drawer” rules, and the lack
of execution, according to the intent of a particular model law or
reform initiative.

Based on the Ohio experience, necessary reforms can be imple-
mented. Ohio was one of the first, or the first State, to adopt its
own reform initiatives or the NAIC’s reform initiatives, including
SERF in 2000, with 40 percent of all filings now submitted via
SERF, and the average review time of 15 to 20 days, a reciprocal
agent licensing system enabling agents to be licensed within 5 days
in Ohio and in all NIPR States, the use of market analysis data
calls to focus resources on companies having the greatest likelihood
of regulatory noncompliance and the implementation of a risk-fo-
cused approach to financial examinations, long used by the Federal
banking regulators.

While no new measures were implemented with respect to rate
filings, Ohio has long embraced a competitive rating system based
on sound actuarial principles. And as a result, Ohio citizens con-
sistently enjoy homeowner rates ranking from 2nd to 5th best in
the country and automobile rates ranking between 14th and 17th
best in the country.

With regard to the current national rate and form review proc-
ess, which I understand Mr. Shapo is going to address in more de-
tail, a little background may be helpful.

In December 2000, the NAIC issued its Speed-to-Market Working
Group report, and in that report it recommended a no-filing system
or informational-only filing for most commercialized rates and
forms, and in spring 2002, based on the report, adopted the prop-
erty and casualty commercial rate and policy form model law.
While a very limited number of States have enacted independent
incremental reform, no State, to my knowledge, has enacted the
NAIC model.

With respect to personal lines rates and forms, with a very lim-
ited number of exceptions, the status quo remains in tact, and little
interest appears to exist among regulators to even address the
issue of personal lines rates.

In Ohio, for homeowners insurance, consumers enjoy an average
savings of $160 to $170 compared to the yearly average for the rest
of the Nation of $535. For automobile insurance, that savings again
is around $170 off of the average of $775. And when compared to
States with price control rate regulatory schemes, those savings
would be even more. Competition works, Mr. Chairman, and I am
pleased that you and your committee continue to pursue a competi-
tive marketplace that benefits consumers.

Most, if not all, insurance regulatory stakeholders agree reform
is needed, and the debate is about how, by whom and under what
timeframe reform should be accomplished. Commissioner Koken, in
her usual eloquent and thoughtful opening address during the
NAIC summer meeting, reinforced this point.

To this end, fair questions for this committee to consider include:
first, whether the States will ever be able overcome the collective
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action issue; second, how long will it take States to complete this
work; and, third, even if the necessary model laws are actually
adopted, will States ever be able to operationally coordinate their
work, as intended, when executing their duties under those laws?

SMART provides the opportunity for States to maintain a State-
based regulatory system with needed reform. While some may ob-
ject to the preemption provisions, which should only be used as a
last resort, the question exists as to what other options do policy-
makers have if the States cannot institute the agreed upon reform
initiatives?

Mr. Chairman and members of the committee, thank you again
for the very positive working relationship in the past. I look for-
ward to continuing to work with you and my friends and former
colleagues at the NAIC to assure SMART meets our common goals
of necessary consumer protection, consumer choice and competitive
markets that benefit consumers.

I look forward to answering your questions.

[The prepared statement of Mr. Covington can be found on page
62 of the appendix.]

Chairman BAKER. Thank you very much, sir.

Our next witness is Nathaniel S. Shapo, former director, Illinois
Department of Insurance.

Welcome, sir.

STATEMENT OF NATHANIEL S. SHAPO, TESTIFYING AS THE
FORMER DIRECTOR, ILLINOIS DEPARTMENT OF INSURANCE

Mr. SHAPO. Good morning, Mr. Chairman. Thank you for the op-
portunity to appear before you again as you consider important
issues pertaining to interstate commerce.

Mr. Chairman, if I generically describe the insurance market,
hundreds of sellers intensely competing with each other for cus-
tomers who actively comparison shop, no one would say that the
industry should be subject to price controls, but insurance has a
long history of government rate regulation. I will review this back-
ground briefly to explain why I believe these price controls in to-
day’s marketplace should be presumed unjustified.

Government regulation of insurance rates is entirely appropriate
at its conception. In the 1800’s and early 1900’s, the fire insurance
marketplace developed a unique market defect. Carriers routinely
underpriced their products in the quest for market share. Crude re-
serving methods and unsophisticated financial oversight led to
mass insolvencies following catastrophic urban fires, leaving con-
sumers exposed in their hour of greatest need.

So beginning in the early 20th century, legislatures passed stat-
utes which allowed and encouraged carriers to collude through rat-
ing bureaus. These statutes empowered insurance regulators to re-
view rate levels for adequacy and excessiveness. These price con-
trols were necessary to substitute for the usual regulator of price—
competition—which had been intentionally destroyed.

Price controls were thus used to keep rates up to promote sol-
vency, not down to ensure affordability.

In 1944, the Supreme Court declared that insurance was inter-
state commerce and that Federal law, including the Sherman Act,
applied. The next year, convinced by industry and State regulators
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that competition was harmful to solvency, Congress passed the
MecCarran-Ferguson Act, limiting the Sherman’s Act applicability
to insurance.

The Act intentionally incentivized all the States to allow collu-
sion and to pass rate regulatory laws. This was a reasonable choice
given conditions in 1945, but the auto and homeowners markets
have changed since then. Independent carriers began competing
with the fixed bureau rates that resulted from McCarran-Ferguson.
Rate advances and carrier actuarial techniques and government fi-
nancial regulation obliterated the need to artificially prop up prices
for solvency purposes.

The market was transformed by competition, which is obvious to
the most casual observer. For instance, many car insurers broad-
cast ads on national TV, each claiming to offer a better price, di-
rectly naming competitors and giving examples of better rates of-
fered to specific consumers.

Even though rate collusion between carriers is over, price con-
trols still thrive. They have morphed, however, from their original
legitimate purpose as a solvency tool and are now used as a means
to ensure product affordability.

Summarizing this history, since collusion was officially sanc-
tioned by congressional and other policymakers, price controls were
once entirely appropriate, but government rate regulation for the
purpose of keeping a product affordable, as practiced today, is a
cardinal sin in a competitive marketplace.

The mismatching of means and ends in insurance rate regulation
is not benign. This committee has gathered extensive evidence
demonstrating that rate regulation has not kept prices down; rath-
er, it routinely distorts markets and withers supply to the det-
riment of consumers.

For instance, as this committee has heard, the New Jersey mar-
ketplace was ruined by rate rollbacks and aggressive prior approval
regulation. Carriers left the State in droves, prices did not go down,
and qualified applicants could literally not find coverage.

I was privileged to serve as Illinois director of insurance for 4
years. Illinois has no law prohibiting excessive or inadequate rates
in personal, auto and homeowners insurances, but rates are surely
regulated in Illinois. Instead of government passing on the proper
price a seller can pay in a competitive market, personal lines, auto
and homeowner rates are regulated by the most ruthless force in
a capitalist economy: The law of supply and demand.

Illinois has consistently had the most or nearly the most carriers
writing auto and homeowners insurance of any State in the coun-
try. Prices have been stable, either in the middle of the State
rankings or below average. Coverage in Illinois is not just afford-
able, it is widely available. The assigned risk plans have far less
than 1 percent of the market.

Illinois regulates the insurance marketplace in areas where con-
sumers are in need of government intervention. Consumers cannot
fully understand solvency forms and market conduct where the
State affirmatively regulates these aspects of the market to prevent
a race to the bottom. This includes monitoring the market for un-
fair discriminatory practices.
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Government must do this to protect consumers. The consumers
do know how to protect themselves by comparison shopping based
on price. They do it every day in every other competitive market.
Competition keeps prices reasonable, it reacts to the marketplace
far more nimbly than government can ever hope to, and it ensures
a capital without fear of irrational government capture flows to
market, producing adequate supply. Nothing about insurance
makes it immune from these laws of economics.

Because of this, I note that market-based reforms in other busi-
nesses were referenced by the committee this morning. None of
these markets, as described, were nearly as competitive as insur-
ance. Why is the more competitive industry still subject to price
control? Thus, the Illinois system should not be considered an ex-
periment, nor should it be regarded as unusual. Illinois’ approach
could not be more mainstream.

Instead, government price controls in a competitive market are
strained. This is very much Congress’ concern. Insurance price con-
trols greatly affect interstate commerce in many ways, since gov-
ernment capture of insurers’ capital in one State affects policy-
holders in other States by putting the common fund at risk. I be-
lieve that Representative Kelly and I spoke about this issue the
last time I testified here.

Rate regulation does not serve the purpose for which it is used
today, and it diverts scarce government resources from areas where
consumers cannot protect themselves and where government must
regulate. And, quite unfortunately, price controls needlessly an-
tagonize property casualty carriers. These companies should be
natural allies of State regulation, because their products are attune
to local markets which are affected by backers particular to indi-
vidual States, like tort law.

But more and more such carriers, including former staunch sup-
porters of State regulation, are openly supporting a Federal charter
in Congress. This is particularly disconcerting to someone like me
whose strong preference has always been to retain the primacy of
State regulation if feasible, because I believe that State regulators
are professional and dedicated public servants who ably perform an
essential social function.

Thus I urge the committee that if it pursues insurance reform
legislation, rate regulation should be at the top of the list, bar
none. Nothing could be more appropriate than for the congressional
committee tasked with regulating a particular kind of interstate
commerce to examine that market, which this committee has done,
create a full record which demonstrates that the conditions which
spurred a previous and unique congressional policy choice are no
longer present, which this committee has done, and to update the
law to bring an outlier industry into line with prevailing American
public policy, favoring a regulation of competitive markets by sup-
ply and demand, which this committee is considering.

I would like to conclude by sincerely thanking Chairman Baker
for his outspoken support of competitive markets. The chairman
should be commended for his clear thinking and political courage
in making this a priority.

Thank you again for your time and consideration.



22

[The prepared statement of Mr. Shapo can be found on page 140
of the appendix.]

Chairman BAKER. Thank you very much, sir.